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Patrick H. Merrick, Esq. Suite 1000
Director — Regulatory Affairs 1120 20th Street NW
AT&T Federal Government Affairs Washington DC 20036

202 457 3815
FAX 202 457 3110

March 24, 2004

Via Electronic Filing

MarleneH. Dortch
Secretary
FederalCommunicationsCommission
445 TwelfthStreet,SW
Washington,DC 20554

Re: Noticeof Ex PartePresentation:In theMatter ofStaleor Moot Docketed
Proceedings,CC DocketNos. 93-193,94-65and94-157

DearMs. Dortch;

OnWednesday,March24, 2004,David Lawsonof Sidley Austin Brown andWoodand I
spokewith LaurelBergoldof the FCC’sOffice of GeneralCouncilregardingthe above
mentionedproceeding.Wereiteratedthe statementsandpositionstakenin the March 15, 2004
ex parte. Allowing Verizon to keepthe rateincreasesit collectedin connectionwith the 1991/92
periodof voluntaryearlyadoptionwouldbe to grantVerizon a purewindfall at theexpenseof
ratepayers.The FCChadtwo separterules in placein 1993,eachof which independently
forclosesthe Verizon’s earlyadoptionof theseexpensesandthe associatedrateincreasesto its
customers.The attachedex partewas providedandusedas an outline for thesediscussions.

Consistentwith the Commissionrules, I am filing oneelectroniccopy of this notice and
requestthat you placeit in the recordof the proceedings.

Sincerely,

Attachment

CC: LaurelBergold
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March 15, 2004

By Electronic Filing

Marlene H. Dortch
Secretary
Federal Communications Commission
445 12th St.,SW
Washington,D.C. 20554

Re: CCDocket Nos. 93-193; 94-65 and 94-157

DearMs. Dortch:

I write this letter on behalfof AT&T Corp. (“AT&T”) in responseto recentex
parte submissionsin which Verizon attemptsto justify unlawful increasesin its 1993/94and
1994/95interstateaccesstariffs basedon accountingchangesthat it voluntarily adoptedin 1991
and 1992. This issue applies only to Verizon, becauseno carrier other than Verizon’s
predecessorBell Atlantic soughtsuchclearlyunlawful rateincreases.

In 1990,the FederalAccountingStandardsBoard(“FASB”) adoptedStatementof
Financial Accounting StandardsNumber 106 (“SFAS-106”), which establishednew financial
accountingand reporting requirementsfor other post-employmentbenefits (“OBEBs”). In
December1991, the Commissionissuedan order that requiredLECs, by January1, 1993, to
conformtheir regulatorybooks with the new SFAS-106financial accountingrules) Verizon
chosevoluntarily to implementthe accountingchangein its regulatorybookswell before it was
required to do so. Verizon states that on December 31, 1991, it notified the Commission that it
would implementthe SFAS-106rules immediately(andretroactively)as of January1991. See
Verizon Direct Caseat 4. Then, in its 1993/94 and 1994/95 interstateaccesstariffs Verizon
soughtto recoverpurportedcostsassociatedwith its voluntary early adoptionof SFAS-106 by
increasingits interstateaccessrates, claiming that its voluntary early adoptionof SFAS-106

I SouthwesternBell Corporations, GTEServicesCorporation, Not~IIcationof Intent to Adopt

Statement of Financial Accounting Standards No. 106, Employers’ Accounting for
PostretirementBenefitsOtherThanPensions,6 FCC Rcd. 7560,¶~J3, 5 (1991).

SIDLEY AUSTiN BROWN & WOOD LLP IS A DELAWARE LIMITED LIABILITY PARTNERSHIPPRACTICING IN AFFILIATION WITH OTHERSIDLEY AUSTIN BROWN & WOODPARTNERSHIPS
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resultedin “exogenous”costincreasesthatjustified increasesto pricecap indices(“PCIs”). The
Commission immediately suspendedVerizon’s tariffs, finding “their justification
sufficiently questionable.”2

Thereis no longeranydisputeon the meritsthatallowingVerizonto keeptherate
increasesit collectedin connectionwith the 1991/92periodof voluntaryearlyadoptionwould be
to grantVerizonapurewindfall at theexpenseof ratepayers.As the Commissionruled in 1995,
the SFAS-106 accountingchange had absolutelyno cash flow or other economic impact.3

Rather,Verizon’s argumenthereis that the Commission’srules in placeat thetime of thetariff
filing do not allow the Commissionto reachthe unquestionablycorrectoutcomeandrequire long
delayedrefunds.

To the contrary,thereweretwo separateCommissionrules in placein 1993,each
of which independentlyforeclosesthe Verizon rate increases. First, the Commission’s1990
Price Cap Order madeclear that “no GAAP changecan be given exogenoustreatmentuntil
FASB hasactuallyapprovedthe changeandit hasbecomeeffective.”4 It is undisputedthat the
“effective” date of SFAS-106 was, as expresslystated in the order promulgating that rule,
December15, 1 992.~The Commission’srules thereforeprohibited Verizon from making any
exogenouscostadjustmentfor anySFAS—106costsincurredprior to December15, 1992.

2 Order of Investigation and Suspension, Treatment of Local Exchange Carrier Tariffs

Implementing Statement of Financial Accounting Standards, Employers Accounting for
PostretirementBenefits Other Than Pensions;Bell Atlantic Tariff F.C.C. No. 1; US West
Communications,Inc., Tariff F.C.C. Nos. 1 and4; Pac?fic Bell Tariff F.C.C. No. 128, 7 FCC
Rcd. 2124, ¶ 8 (1992).

~First Report and Order, Price CapPerformanceReviewfor Local ExchangeCarriers, 10 FCC
Rcd.8961,¶ 309 (1995)(“1995 Price CapPerformanceOrder”).

~ Second Report and Order, Policy andRulesConcerningRatesfor DominantCarriers, 5 FCC
Rcd. 6786, ¶ 168 (1990) (“1990 Price Cap Order”) (emphasisadded). Seealso Order on
Reconsideration, Policy andRulesConcerningRatesfor DominantCarriers, 6 FCCRcd. 2637,
¶ 59 (1991) (“1991 Price Cap ReconsiderationOrder”) (“no carrier c[an] treat GAAPchanges
as exogenousuntil [the Commission]approve[s]the changes,andthat exogenoustreatmentwill
not be granteduntil FASB ha[s] actually approveda change in GAAP, and the changehas
becomeeffective”); 1995 Price Cap PerformanceOrder¶ 275 (exogenouscosttreatment would
only be accordedto GAAP changes“that have beenadoptedby the Financial Accounting
StandardsBoard (“FASB”) and have becomeeffective”); cf American Tel. and Tel. Co.
Revisionsto Tariff FCC Nos. 1, 2, and13, 5 FCC Rcd. 3680 (1990) (denying exogenouscost
treatment based on AT&T’ s switch from cash basis to accrual accounting for post-employment
health and welfare benefits because AT&T implemented this change before FASB adopted a
new rule requiring it).

~ See SFAS 106 (AttachmentB to Verizon’s Direct Case) at ¶ 108 (“this Statementshall be
effectivefor fiscal yearsbeginningafter December15, 1992”);seealso Id. at 1 (“Effective Date:
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Verizon’s only responseis thatthe relevant“effective date”shouldnot bethe date
on which the FASB rule changeitself becameeffective, but insteadthe date on which Verizon
choseto makethe rule effectivefor its own internalaccountingpurposes.That interpretationof
the rule is foreclosedby both its plain languageandclearCommissionprecedent. In this regard,
in an earlier 1990 order the CommissionrejectedAT&T’s attempt to obtain exogenouscost
treatment in connectionwith AT&T’s own voluntary early adoptionof SFAS-106.6 Like
Verizonhere,AT&T hadarguedthatFASB would soonadoptthe SFAS-106changesandwould
make those changesmandatoryby 1992 and that AT&T had internally already madethose
changeseffective. The CommissionsquarelyrejectedAT&T’ s claimsfor exogenoustreatment,
and it must do the samewith respectto Verizon’ s claims for exogenoustreatmentfor periods
prior to the effectivenessof SFAS-106.7

In all events,any costs associatedwith the 1991/92 period of early voluntary
adoptionplainly did not satisfythe definition of “exogenouscost” underthe Commission’s1993
rules. As the Commissionhasrepeatedlyexplained,andasthe courtshaveaffirmed, LECs are
permittedto obtain exogenouscost treatmentonly for coststhat are “beyond the[ir] control.”
1990 Price Cap Order ¶ 166; SouthwesternBell, 28 F.3d 165, 170 (D.C. Cir. 1994). The
Commissiondid not requireVerizon to reflectSFAS-106in its accountingbooksuntil January1,
1993. Any implementationof SFAS-106 prior to January1, 1993 was thereforeentirely within
Verizon’ s control. Accordingly, any costs relatedto such early implementationcould not be
treatedas exogenouscostswithin the meaningof the Commission’srules, andthus couldnot be
used to increaseprice caps. Simply put, Verizon was free to implement SFAS-106 in its
regulatory booksat any time, but Verizon could not seek exogenouscost increasesfor any
purportedSFAS-106relatedcosts incurredprior to January 1, 1993. BecauseVerizon’s price
capscould not lawfully be increased,Verizon’s rate increasesresultedin ratesthat exceeded
Verizon’s lawful pricecapsby morethan$7.4 million. SeeExhibit A, attachedhereto.

Contraryto Verizon’s assertions,SouthwesternBell, 28 F.3d 165, supportsthis
straightforwardapplicationof the 1993 rules. In SouthwesternBell, the Court did nothingmore

For fiscal years beginning after December15, 1992”); 1995 Price Cap Order ¶ 276 (“In
December1990, the FASB adoptedSFAS-106,which requirescompaniesto accountfor other
post-retirementbenefitson an accrualbasisbeginningDecember15, 1992.”).
6 MemorandumOpinion AndOrder, AmericanTelephoneandTelegraphCompanyRevisionsto

Tariff FCCNos. 1, 2, and 13,TransmittalNo. 2304,5 FCCRcd. 3680(1990).

‘~Id. ¶ 3. Verizon’s proposedinterpretationwould renderthe effective date rule meaningless.
UnderVerizon’s interpretationof therules, all carrierscould obtainexogenouscosttreatmentfor
anyaccountingchangeadoptedby the FASB andthe Commission,regardlessof whetherthe rule
changehadformally becomeeffective, i.e., mandatoryfor all carriers. Indeed,the requirement
that exogenouscostscould be sought only after the “effective date” of the rule changethat
causedthosecostswouldbe meaningless,aseachcarriercould unilaterallyset its own “effective
date.”
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thanrejectaprior Commissionfinding that the “control” testcould be interpretedto meanthata
LEC maintainscontrol, even after an accounting change has become “mandatory,” simply
becausethe LEC retainscontrol of the underlyingOPEBcosts— e.g., theLEC retainsthe ability
to control the types of post-retirementbenefitsit paysto its employees.The Court reasonedthat
suchan“underlyingcontrol” criterion wasnot partof the Commission’s“control” test underthe
existing rules. SouthwesternBell, 28 F.3d at 170, 173. Here, by contrast,AT&T urgesthe
Commissionto recognizeonly that Verizon hadcompletecontrol over its decisionto implement
SFAS-106 early, which is fully consistentwith the D.C. Circuit’s holding. As the Court
explained, the SFAS-106 accounting change was “outside the control” of carriers “once
mandatedby the Commission.” SouthwesternBell, 28 F.3d at 170. Thus, under the classic
control testappliedin SouthwesternBell, Verizon maintainedcompletecontrol overwhetherto
adoptSFAS-106 prior to January1, 1993, andsuchcosts,therefore,arenot “exogenous”costs
thatcanberecoveredthroughsubsequentrateincreases.47 C.F.R. § 61.45(d).8

Recognizingthatexogenouscosttreatmentof its early adoptionof SFAS-106in
its 1993/94 and 1994/95 tariffs is barredby multiple Commissionrules and orders, Verizon
offersan alternativedefense. Accordingto Verizon, it shouldnot be subjectto refundsbecause
it hadsufficient “headroom”in the 1993/94tariff period,evenwithoutadditional exogenouscost
increasesto its price caps.9 That, too, is wrong. Verizon arguedin its reply commentsthat it
could avoid refundseven in price cap baskets in which it concededlylacked headroom(the
specialaccessbasket)by applyingheadroomthatexistedin otherbaskets(the commonline and
traffic sensitivebaskets). But the pricecaprulesoperateon individual baskets,not collectively
for all baskets,andthe CommissionhasrepeatedlyrejectedLEC attemptsto “borrow” headroom
from onebasketto avoid refund obligationsin anotherbasket. See,e.g., In the Matter of800
Data BaseAccessTariff~andthe 800 ServiceManagementSystemTariff andthe Provisionof
800 Services,Orderon Reconsideration,12 FCCRed. 5188,¶ 17 (1997) (“800 DatabaseRecon.
Order) (“We . . . find unpersuasiveargumentsby various incumbentLECs thatwe should not
requirerefundsbecausetheycould haveraisedratesin otherbaskets”).1°

8 Verizon makes much of the fact that it was “permitted” and “encouraged”to make the

accountingchangeprior to January1, 1993, but that is irrelevant to the questionwhethersuch
costchangesareexogenous.As explainedabove,acostchangeis exogenousonly if it is truly
beyondthe control of the carrier,andprior to January1, 1993, costchangesrelatedto SFAS-106
werenot.

~The maximumaveragerevenuefor anygiven basketis reflectedin the PCI for that basket. 47
C.F.R. § 61.45. The actual ratesthat the LEC chargesfor servicesin aparticular basketare
reflectedin the averageprice index (“API”). If aLEC’s API is below its PCI for a particular
basket,thenthe LEChas“headroom,”i.e., it is chargingpriceslower thanthatpermittedby the
pricecaprules. On the otherhand,if aLEC’s API exceedsthe PCI for aparticularbasket,then
the LEC’s ratesexceedthosepermittedby the Commission’srules.
10 Seealso In the Matter of 800 Data BaseAccessTariffs and the 800ServiceManagement
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Recognizing that it cannot defend its rate increasesusing aggregatePCIs and
APIs, Verizon offers its own creative,but equally unlawful, basket-by-basketapproach. The
1993/94tariff period ran from July 1, 1993 throughJune30, 1994. During thattime period,the
Verizonratesat issueweregovernedby onebasketandratestructurefrom July 1, 1993 through
February28, 1994(the specialaccessbasket),anda secondbasketandratestructurefrom March
1, 1994 through June30, 1994 (the new “trunking” basket). Under the first basketand rate
structure,Verizon’s API exceededits PCI for its specialaccessbasketsby $5.4 million on an
annualizedbasis(asillustrated in Exhibit A hereto). The secondbasketandratestructure,which
started in March 1994, implementednew Commissionrules that requiredVerizon to rearrange
the costsallocatedto differentbasketsandto createanew basketcalled“Trunking.” The new
trunking basketincludesall of the specialaccessbasket,which hadvirtually no headroom,and
transportcoststhatwere formerly in the traffic sensitivebasket. And whenthe transportcosts
weretransferredto the new trunking basket,aportion of the traffic sensitivebasketheadroom
wasalsoeffectively transferredinto that new basketas well. Verizon’s new accountinggimmick
is to computeheadroomin the specialaccessbasketfor the entire 1993/94accountingperiod by
averagingthe headroomunderthe two basketandratestructures— i.e., treatingthe combination
of basketsas if it hadoccurredin 1993.

Verizon has attemptedsuch improper averaging before, and the Commission
properlyrejectedit. Headroomis determinedatapoint in time — rateseither exceedlawful PCI
levels at that time or they do not, andaLEC cannotanswerto claimsthat it was chargingtoo
muchin onemonthby pointing out that it could havechargedmore in a subsequentmonth. In
the 800 databaseproceeding,for example,severalLECs, includingVerizon’s predecessors,tried
to avoid refundsby averagingheadroomavailableunder different tariffs in effect during the
sameyear. The Commissionexpresslyrejectedthat “averaging”approach: “Regarding[the]
argumentthat [LEC5] . . . should calculatetheir headroomamountsby not averagingthe offset

SystemTariff andProvisionof 800 Services,MemorandumOpinion andOrder, 12 FCC Red.
8396, ¶ 11(1997) (“800 Data BaseOrder”); 1990 Price Cap Order ¶ 198 (“Baskets . . . are
methodsof restrictingthe degreeof pricing flexibility that carrierswould otherwisehaveif we
adopted a theoretically pure price capsystem. In apurepricecapsystem,all servicesofferedby
a carrier would be subject to a single price cap, and carriers would have unlimited ability to
migrateindividual pricesup or down so long asaggregatepricesremainedbelowthe cap. While
a pure price cap systemmay appearattractivebasedon its potential for economicefficiency
gainsthereare competingpolicy concernsthat mustbe addressedin designingasystemof price
capregulationfor LECs. . . . [W]e will employ a systemof baskets.. . to limit, but not eliminate,
LEC pricing flexibility”). As the Commissionhas explained,“a cap on aggregateprices can
result in some offerings being priced relatively high, while othersare priced relatively low.”
1990Price Cap Order ¶ 11. Therefore,to “defeatanyLEC attemptsto financeapredatoryrate
levelby contemporaneouslyincreasingratesfor otherservices,”1996Price Cap Order¶ 36, the
Commission“adopt[ed] furtherratepayerprotectionsin the form of baskets,servicecategories,
andpricing bands.” Id.
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for theentire year,but ratherby comparingratesto capsat distinctpointsin time, we agreethat
suchweightedaveragingshouldnot be allowedbecauseit distortsthe headroomcalculationfor
thoseLECs.” 800 Data BaseOrder¶ 13. Accordingly, the CommissionrequiredtheLECs to
computerefundsby comparingthe APIs to their PCIsin the tariffs thatwerein effect for each
timeperiod. Id.

CorrectingVerizon’s error, and applyingthe propercomputationalmethodology
confirms that under Verizon’s basketand rate structuresfrom July 1993 to March 1, 1994,
Verizon’s API for the specialaccessbasketexceededits PCI by $5.4 million on an annualized
basis)’ SeeExhibit A, attachedhereto. The ratesusingthosebasketand ratestructureswere
effective for two thirds of the year,so Verizon is subject to refundsfor at leasttwo thirds of
thoseannualizedamounts,or $3.6 million, evenif Verizon could be given headroomcredit for
the latterthird of the tariff year.

And, given the circumstances,Verizon should not be given headroomcredit for
eventhe last third of the tariff year. There is no establishedmethodfor computingrefundsfor
theuniquesituationthatarosein the lastthird of the 1993/94tariff period. Ratepayersstill were
payingthe sameexcessivespecialaccessratesthat they werepaying for the first two-thirds of
the yearbecauseVerizon never lowered its rates— it was chargingthe sameexcessivespecial
accessrates that it was charging the first two thirds of the year. However, the basket
restructuringreflected in that new tariff createdthe illusion that Verizon’s excessivespecial
accessrateswere legitimate,becausethe newly computedAPIs fell below the newly computed
PCIsfor the new basketas a whole. in this uniquesituation,the Commission’susualmethodfor
measuringovercharges— i.e., comparingthe APIs to the PCIsfor eachbasket— doesnot work,
becausesuch a comparisonno longer provides a valid proxy for overcharges. The most
equitableoutcomein this situationis to computerefundsusingthe specialaccessheadroom(or,
moreprecisely,the lack of specialaccessheadroom)thatwas in effect for the first two-thirdsof
the year. Becausethe specialaccessratesin effect for the first two-thirdsof the yearwereset to
over-recover$5.4 million on an annualizedbasis, and those special access rates were not
changedafter the March 1 basket restructuring,the Commissionshould require Verizon to
refundthefull $5.4 million thatwasactuallycollected.

As for the refunds due in the 1994/95 tariff year, there was no basket
restructuring,eliminatingany opportunityfor Verizon to apply “averaging.” And Verizon and
AT&T agreethat during the 1994/95 tariff year, Verizon’s APIs exceededits PCIs for the
commonline, traffic sensitive,andtrunkingbaskets,andthe totalamountof theseoverchargesis

‘~Verizon actuallyfiled two tariffs during thistime period. The first Verizontariff waseffective
on July 1, 2003. On November 15,2003,Verizon filed asecondtariff, effectiveJanuary1, 2004,
usingthe samebasketandratestructureas the July 1, 2003 tariff. Becausethat secondtariff did
not changethe basketandratestructureAT&T did not includethattariff in its calculations. This
approachworks in Verizon’s favor becausethe January1, 2004 tariff had lessheadroomthan
the July 1, 2003tariff.
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morethan $2 million. SeeExhibit A (attached); Verizon March 1, 2004 Ex Parte,Attachmentat
12.

For thesereasons,Verizon cannotbe accordedexogenoustreatmentfor its early,
voluntary adoption of SFAS-106. Accordingly, it owes ratepayersat least $7.4 million in
refundsforthe 1993/94and 1994/95tariff periods.

Respectfullysubmitted,

Is/ David I~lawson

cc: JayAtkinson
SharonDiskin
JeffreyDygert
AaronGoldschmidt
JaneJackson
William Maher
AndrewMulitz
TamaraPreiss
Clifford Rand
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Bell Atlantic Attachment I
Amount Priced Below Cap for 1993/1994 Tariff Period (revises Exhibit 3 to Verizon’s May 27, 2003 filing)
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Impact of Bell Atlantic Including 1991 and 1992 OPEB Exogenous Costs
In its 1993 Annual Filing *

(A) (B) (C) (0) (E)=(B+C+D) (F)
Common Traffic

Line Description Line Sensitive Specials Total lnterexchanqe

Line 1 Below Cap $ $18,242,814 $25731223 $152,195 $44,126,232 $1,798,425

Line 2 1991 and 1992 OPEB Exog Cost $15,384,020 $15,008,800 $5,628,300 $36,021,120 $1,500,880

Line 3 (the greater OPEB Exogenous Cost Refund $0 $0 $5,476,105 $5,476j05 $0
of $0 or Ln2-Lni)

* Bell Atlantic 1993 Annual Filing Transmittal No. 579, filed 6/29/93, effective 7/1/93.

Impact of Bell Atlantic Including 1991 and 1992 OPEB Exogenous Costs
In its 1994 Annual Filing *

(A) (B) (0) (0) (E) = (B+C+D) (F)
Common Traffic

Line Description Sensitive Trunking Total Interexohanpe

Linel BelowCap$ $0 $55,632 $11,554 $67,186 $1,210,031

Line 2 1991 and 1992 OPEB Exog Cost $883,140 $861,600 $323,100 $2,067,840 $86,160

Line 3 (the greater OPEB Exogenous Cost Refund $883,140 $805,968 $311546 $2,OOO~654 $0
of $0 or Ln2-Lni)

* Bell Atlantic 1994 Annual Filing Transmittal No. 673, filed 6/29/94. effective 7/i/94.


